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ABSTRACT
JORDAN PENDERGRAFT: Financial Reporting: The Application of Professional
Research and Development
(Under the direction of Dr. Victoria Dickinson)
This paper serves as a compilation of the case studies assigned by Dr. Victoria Dickinson
throughout the Professional Research and Development Thesis Program. Each of the
twelve studies contained within this thesis present a different topic or problem concerning
accounting standards or the application of financial reporting. In addition, this report
demonstrates the application of accounting studies to real-world scenarios, thus
integrating various fields, such as risk assessment, investments, finance, and accounting.
Additionally, this course and continuous research assignment promoted teamwork and
classroom collaboration, as the studies were assigned to task groups. Through the use of
repetitive group projects, students enhanced their delegation, communication and
networking skills. Following the conclusion of this course, students obtained a more
thorough understanding of U.S. generally accepted accounting principles, employed
critical thinking and analytical problem-solving methods, and ultimately prepared for the
role of a public accountant.
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CASE STUDY 1: Glenwood Heating, Inc. Analysis

1

CASE STUDY 1: GLENWOOD HEATING, INC.
Glenwood Heating, Inc. is a startup venture located in Glenwood Springs,
Colorado. Beginning its operations in 20X1, the residential heating company is
committed to providing exceptional service to homeowners buying home heating units in
the greater Glenwood Springs area.
A comprehensive market analysis indicates that the energy and home heating
industries are stable and likely to expand with additional improvements in technology. In
order to outperform its competitor, Glenwood Heating, Inc. offers high quality customer
service difficult to replicate, thus building its loyal customer base. Because of its
potential for growth, this industry will become increasingly more competitive and will
force businesses to improve their standards and methods.
While Glenwood Heating, Inc. is a profitable company now, with first year sales
of $398,500, it needs additional capital to further develop and expand its business. As
seen by its first year of operations, Glenwood Heating, Inc. effectively allocates its
resources and efficiently manages its expenses to have a high profit margin and the
ability to pay cash dividends to shareholders.
Providing capital to Glenwood Heating, Inc. would be a secure and wise
investment. The company is not only successful, but also likely to grow substantially in
the next five years.

Income Statement
The Income Statement is an important indicator of a company's profitability during a
specific time period. As shown by Figure 1-1, Glenwood Heating, Inc. reported a net
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income of $92,742 for 20X1, which signals that the company effectively allocated
borrowed funds to generate a profit. This should demonstrate to potential investors that
the company will likely report a net profit in future years of operation. In addition, as
Glenwood Heating, Inc. is expected to expand its business, net income should also
increase.
Figure 1-1: Glenwood Heating, Inc. Income Statement
Glenwood Heating, Inc.
Income Statement
For the Year Ended December 31, 20X1
Sales
Cost of Goods Sold
Gross Profit
Operating Expenses
Selling Expenses
Depreciation Expense-Equipment
Rent Expense-Equipment
Other Operating Expenses
Administrative Expenses
Depreciation Expense-Building
Bad Debt Expense
Income from Operations
Other Expenses and Losses
Interest Expense
Income Before Tax
Income Tax
Net Income for the Year

$398,500
177,000
$221,500
9,000
16,000
34,200

59,200

10,000
994

10,994

70,194
$151,306
27,650
$123,656
30,914
$ 92,742

Balance Sheet
The Balance Sheet outlines the company's assets, liabilities, and equity at a specific point
in time. Or, in other words, the financial statement summarizes what the company owns
and what the company owes. It is important to remember that assets always equal the sum
of liabilities and stockholders' equity. As seen in Figure 1-2, the total assets owned by
Glenwood Heating, Inc. is $642,632. Likewise, total liabilities and stockholders' equity
3

totals $642,632. Another item to note is the inventories account. The balance sheet
reports $62,800 of remaining inventory, which means that $177,000 of inventory was
sold during the year. This shows potential investors and other external users of the
financial statements how quickly inventory is turned over throughout the period. Because
Glenwood Heating, Inc. sells home heating units, the company does not have to worry
about their goods spoiling in warehouses. The remaining inventory balance indicates a
healthy company in its first year of operations.
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Figure 1-2: Glenwood Heating, Inc. Balance Sheet
Glenwood Heating, Inc.
Balance Sheet
As of December 31, 20X1
Assets
Current Assets
Cash
Accounts Receivable
Less: Allowance for Bad Debts
Inventory
Total Current Assets
Property, Plant and Equipment
Land
Building
Equipment
Less: Accumulated Depreciation-Building
Less: Accumulated Depreciation-Equipment
Total Accumulated Depreciation
Total Plant, Property and Equipment
Total Assets
Liabilities and Stockholders' Equity
Current Liabilities
Accounts Payable
Interest Payable
Total Current Liabilities
Long-term Liabilities
Notes Payable
Total Liabilities
Stockholders' Equity
Common Stock
Retained Earnings
Total Stockholders' Equity
Total Liabilities and Stockholders' Equity

426
99,400
994

98,406
62,800
$161,632

70,000
350,000
80,000
10,000
9,000
19,000
$481,000
$642,632

26,440
6,650
33,090
380,000
413,090
160,000
69,542
229,542
$642,632

Statement of Cash Flows
When making investment decisions, external users of financial statements examine a
company's ability to generate net cash flows, which can be seen in the Statement of Cash
Flows. This financial statement is especially important because it alerts users if
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management is taking too much money out of the business. Figure 1-3 reports that
Glenwood Heating, Inc. had a net increase in cash of $426. It is important to note that this
number is relatively low because the company purchased multiple plant, property, and
equipment assets for its first year. However, the number is positive which indicates that
the company received more money than it spent. In future years, the net change in cash
should increase, which will provide more available resources to reinvest in the company
or distribute to shareholders.
Figure 1-3: Glenwood Heating, Inc. Statement of Cash Flows
Glenwood Heating, Inc.
Statement of Cash Flows
For the Year Ended December 31, 20X1
Cash flows from operating activities:
Net Income
Add (deduct) noncash effects on operating income
Depreciation Expense-Building
Depreciation Expense-Equipment
Increase in Accounts Receivable
Increase in Inventories
Increase in Accounts Payable
Increase in Interest Payable
Net cash provided by operating activities
Cash flows from investing activities:
Purchase of Building
Purchase of Equipment
Purchase of Land
Net cash provided by investing activities
Cash flows from financing activities:
Proceeds from issuance of common stock
Payment of Dividends
Long-term Debt
Net cash provided by financing activities
Net Increase in Cash
Cash balance at January 1, 20X1
Cash balance at December 31, 20X1
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$92,742
10,000
9,000
(98,406)
(62,800)
26,440
6,650

(109,116)
($16,374)

(350,000)
(80,000)
(70,000)
(500,000)
160,000
(23,200)
380,000
516,800
426
0
$426

Return on Equity
Return on Equity, or ROE, is useful in comparing profitability between companies within
the same industry segment. Measuring how large a profit a company generates with
contributed capital is integral in the decision-making process of potential investors. It
answers whether the company has invested contributed funds in a profitable and efficient
way. As seen in Figure 1-4, Glenwood Heating, Inc. has an ROE of 40.4 percent. This
demonstrates a high earnings performance and a better return for shareholders.
Figure 1-4: Glenwood Heating, Inc. Return on Equity
Glenwood Heating, Inc. Return on Equity
Return on Equity =

Net Income
Shareholders' Equity

Return on Equity =
Return on Equity =

92,742
229,542
40.40%

Current Ratio
The current ratio measures a company's liquidity, or its ability to pay off its short-term
liabilities with its current assets. In other words, the current ratio determines whether a
company will be able to pay its bills. As seen in Figure 1-5, Glenwood Heating, Inc. has a
current ratio of 4.88, which indicates that the company has more current assets than
current liabilities. Therefore, Glenwood Heating, Inc. will be able to meet its current
obligations due within the year and is in a suitably solvent position for the future.
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Figure 1-5: Glenwood Heating, Inc. Current Ratio
Glenwood Heating, Inc. Current Ratio
Current Ratio =

Current Assets
Current Liabilities

Current Ratio =

161,632
33,090

Current Ratio =

4.88

Profit Margin
In effect, profit margin measures how much of every dollar of revenues a company keeps
in earnings. Thus, profit margin indicates a company's financial health and whether the
company is run efficiently. Figure 1-6 shows that Glenwood Heating, Inc. has a profit
margin of 23.27 percent, or that it retains approximately 23 cents of every dollar earned.
This is significant because Glenwood Heating, Inc. could use retained earnings to
reinvest in its operations. With these developments, the business will likely expand,
which will increase sales and hopefully net income, thus benefitting shareholders.
Figure 1-6: Glenwood Heating, Inc. Profit Margin
Glenwood Heating, Inc. Profit Margin
Profit Margin =

Net Income
Sales Revenue

Profit Margin =

92,742
398,500

Profit Margin =

23.27%
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Appendices- Case Study 1: Glenwood Heating, Inc.
The following figures were used to determine the totals and balances used in the body of
the proposal.
Appendix A-1: Glenwood Heating, Inc. Trial Balance
Glenwood Heating, Inc.
Trial Balance
Debit
Cash
426
Accounts Receivable
99,400
Allowance for Bad Debts
Inventory
62,800
Land
70,000
Building
350,000
Accumulated DepreciationBuilding
Equipment
80,000
Accumulated DepreciationEquipment
Accounts Payable
Interest Payable
Note Payable
Common Stock
Dividends
23,200
Sales
Cost of Goods Sold
177,000
Bad Debt Expense
994
Depreciation Expense-Building
Depreciation ExpenseEquipment
Interest Expense
Other Operating Expenses
Rent Expense
Provision for Income Taxes
Total
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Credit
994

10,000
9,000
26,440
6,650
380,000
160,000
398,500

10,000
9,000
27,650
34,200
16,000
30,914
$991,584 $991,584

Appendix A-2: Glenwood Heating, Inc. Chart of Accounts
Assets =
Transactions
Balance: Part
A
Part B No. 1

Cash

Allowance
Accounts
for Bad
Receivable
Debts Inventory

47,340 99,400

Land

Accumulated
Accumulated
Depreciation
DepreciationBuilding Building Equipment - Equipment

239,800 70,000 350,000

80,000

994

Part B No. 2
Part B No. 3
Depreciation
Building
Equipment
Part B No. 4
Equipment
Rent
-16,000
Payment
Part B No. 5 -30,914
426
99,400
Balance

177,000
10,000
9,000

994

Liabilities
Account Interest
Payable Payable

Balance: Part
26,440
A
Part B No. 1
Part B No. 2
Part B No. 3
Depreciation
Building
Equipment
Part B No. 4
Equipment
Rent Payment
Part B No. 5
26,440
Balance

6,650

62,800 70,000 350,000

Stockholder's
Equity

+
Note
Payable

Common Retained
Stock Earnings

380,000

160,000 313,450
-994
-177,000
-10,000
-9000

6,650

380,000

-16,000
-30914
160,000 69,542
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10,000

80,000

9,000

Appendix A-3: Glenwood Heating, Inc. Statement of Retained Earnings
Glenwood Heating, Inc.
Statement of Retained Earnings
For the Year Ended December 31, 20X1
Retained Earnings, January 1, as reported
Add: Net Income
Less: Dividends
Retained Earnings, December 31

$0
92,742
(23,200)
$ 69,542

Appendix A-4: Glenwood Heating, Inc. Statement of Stockholders' Equity
Glenwood Heating, Inc.
Statement of Stockholders' Equity
For the Year Ended December 31, 20X1
Retained
Common
Total
Earnings
Stock
Beginning Balance
Net Income
Dividends
Ending Balance

160,000
92,742
-23,200
229,542

0
92,742
-23,200
69,542

160,000

160,000

Appendix A-5: Eads Heating, Inc. Income Statement
Eads Heating, Inc.
Income Statement
For the Year Ended December 31, 20X1
Sales
Cost of Goods Sold
Gross Profit
Operating Expenses
Selling Expenses
Depreciation Expense-Equipment
Depreciation Expense-Lease
Other Operating Expenses
Administrative Expenses
Depreciation Expense-Building
Bad Debt Expense
Income from Operations
Other Expenses and Losses
Interest Expense
Income Before Tax
Income Tax
Net Income for the Year

$398,500
188,800
$209,700
20,000
11,500
34,200

65,700

10,000
4,970

14,970
$129,030
35,010
$94,020
23,505
$70,515
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Appendix A-6: Eads Heating, Inc. Statement of Retained Earnings
Eads, Heating, Inc.
Statement of Retained Earnings
For the Year Ended December 31, 20X1
Retained Earnings, January 1, as reported
Add: Net Income
Less: Dividends
Retained Earnings, December 31

$0
70,515
(23,200)
$47,315

Appendix A-7 Eads Heating, Inc. Statement of Cash Flows
Eads Heating, Inc.
Statement of Cash Flows
For the Year Ended December 31, 20X1
Cash flows from operating activities:
Net Income
Add (deduct) noncash effects on operating income
Depreciation Expense-Building
Depreciation Expense-Equipment
Depreciation Expense-Lease Equipment
Increase in Accounts Receivable
Increase in Inventories
Increase in Accounts Payable
Increase in Interest Payable
Net cash provided by operating activities
Cash flows from investing activities:
Purchase of Building
Purchase of Equipment
Purchase of Land
Net cash provided by investing activities
Cash flows from financing activities:
Proceeds from issuance of common stock
Payment of Dividends
Payment of Capital Lease
Received Cash for Note Payable
Net cash provided by financing activities
Net Increase in Cash
Cash balance at January 1, 20X1
Cash balance at December 31, 20X1
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$70,515
10,000
20,000
11,500
(94,430)
(51,000)
26,440
6,650

(70,840)
(325)

(350,000)
(80,000)
(70,000)
(500,000)
160,000
(23,200)
(8,640)
380,000
508,160
$7,835
0
$7,835

Appendix A-8: Eads Heating, Inc. Balance Sheet
Eads Heating, Inc.
Balance Sheet
As of December 31, 20X1
Assets
Current Assets
Cash
Accounts Receivable
Less: Allowance for Bad Debts
Inventory
Total Current Assets
Property, Plant and Equipment
Land
Building
Equipment
Leased Equipment
Less: Accumulated Depreciation-Building
Less: Accumulated Depreciation-Equipment
Less: Accumulated Depreciation-Lease
Total Accumulated Depreciation
Total Plant, Property and Equipment
Total Assets

7,835
99,400
4,970

94,430
51,000
$153,265

70,000
350,000
80,000
92,000
10,000
20,000
11,500
41,500
$550,500
$703,765

Liabilities and Stockholders' Equity
Current Liabilities
Accounts Payable
Interest Payable
Lease Payable
Total Current Liabilities
Long-term Liabilities
Notes Payable
Total Liabilities
Stockholders' Equity
Common Stock
Retained Earnings
Total Stockholders' Equity
Total Liabilities and Stockholders' Equity

26,440
6,650
83,360
$116,450
380,000
$496,450
160,000
47,315
$207,315
$703,765
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Appendix A-9: Eads Heating, Inc. Return on Equity
Eads Heating, Inc. Return on Equity
Return on Equity =

Net Income
Shareholders' Equity

Return on Equity =

70,515
207,315

Return on Equity =

34%

Appendix A-10: Eads Heating, Inc. Current Ratio
Eads Heating, Inc. Current Ratio
Current Ratio =
Current Assets
Current Liabilities
Current Ratio =

Current Ratio =

153,625
33,090
4.64

Appendix A-11: Eads Heating, Inc. Profit Margin
Eads Heating, Inc. Profit Margin
Profit Margin =

Net Income
Sales Revenue

Profit Margin =

70,515
398,500

Profit Margin =

17.70%
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CASE STUDY 2: Totz Company Codification References
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CASE STUDY 2: Totz Company
Our client, Totz, is a manufacturer and retailer for premium and trendy children's
clothing. It is important to note that Totz' fiscal year ends on the Saturday closest to
January 31. Totz' most recent three years of operation ended on January 30, 2016;
January 31, 2015; and January 25, 2014. Recently, Totz expanded its business strategy to
introduce Doodlez, an on-site art studio which offers painting, pottery, and drawing
classes for customers. Because of its new offerings, Totz requires the use of our firm to
conduct research using the resources available from the FASB's Codification and to
analyze four potential problems on its income statement. These four scenarios are
presented below.
1. The client, Totz, should place net sales on the Income Statement under the section
Sales. However, because Totz, the parent company, sells products and its
subsidiary, Doodlez, provides art-related services, I recommend separating the net
sales contributed by Totz and Doodlez on the Income Statement. For the 2016
fiscal year ended January 30, Totz reported an increase in net sales for two
reasons: 1) an increase in service revenue provided by Doodlez; and 2) an
increase in the sales prices of Totz' products. Revenue is formally defined as the
"inflows... from delivering or producing goods, rendering services, or other
activities that constitute the entity's ongoing major or central operations" (605-2020).
It is also important to note that revenue is reduced by returns and price
concessions (605-20-20). In this case, inflows are received from two sources: one
product-related and the other service-oriented. While our client has not informed
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our firm of their estimates for Sales Returns and Allowances and Sales Discounts,
we still assume that these amounts will be deducted from the revenue generated
throughout the year. However, a consumer cannot return a service, so this
particular allowance is not applicable when calculating net sales for Doodlez. To
provide clarity for users of financial statements, net sales for Totz and Doodlez
should be separately listed.
In addition, as determined by the SEC, income from a subsidiary which
amounts to greater than ten percent of total income may be classified separately
(225-10-S99-2). For the 2016 fiscal year ended January 30, Totz reported net
sales of $86.5 million. Meanwhile, Doodlez recorded $11.2 million of net sales
for the 2016 fiscal year. In other words, Doodlez' net sales account for
approximately 12.95 percent of Totz' total net sales, thus supporting the proposal
to separate the parent company and subsidiary's net sales.
2. Totz' expenses include direct labor costs, product costs, and freight-in and import
costs, all of which help to produce or obtain inventory to be sold. However, the
company's depreciation expense is excluded; therefore, Totz should not report a
gross profit, as the subtotal excludes a cost of sales expense, depreciation (ASC225-1-S99-8). In addition, the depreciation expense is excluded from the
calculation of cost of sales to "avoid placing undue emphasis" on Totz' cash flows
(225-10-S99-8).
3. Totz decided to sell its corporate office in order to relocate its headquarters to
Mountain View, CA. The gain on the sale of the abandoned building should be
reported as operating income due to ASC-225-20-45-1, which states that ordinary
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and normally occurring activities of a business should be included in income from
operations. Additionally, ASC-360-10-45-5 asserts that "a gain or loss recognized
on the sale of the long-lived asset that is not a component of an entity shall be
included in income from continuing operations before income taxes in the income
statement of a business entity."
4. Totz recently settled a class action lawsuit against one of its natural fiber fabric
suppliers over the authenticity and quality of its materials. As a result, Totz
received $2.7 million as compensation. Because the $2.7 million settlement is
associated with Totz' central and normal operations, the gain recognized in
connection with the settlement should be presented with Totz' operating income
(605-10-S99-1).

References
FASB Accounting Standards Codification, Financial Accounting Standards Board,
asc.fasb.org/home&agreed=1. Accessed 20 Sept. 2016.
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CASE STUDY 3: Rocky Mountain Chocolate Factory Financial Statements
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CASE STUDY 3: Rocky Mountain Chocolate Factory
Figure 3-1: Rocky Mountain Chocolate Factory, Inc. Trial Balance
Rocky Mountain Chocolate Factory, Inc.
Unadjusted Trial Balance
Accounts
Debit
Cash and Cash Equivalents
3,743,092
Accounts Receivable
4,427,526
Notes Receivable, current
91,059
Inventories
3,498,283
Deferred Income Taxes
461,249
Other Current Assets
220,163
Property and Equipment, net
5,885,289
Notes Receivable, less current portion
263,650
Goodwill, net
1,046,944
Intangible Assets, net
110,025
Other Long-term Assets
88,050
Accounts Payable
Other Accrued Expenses
Dividends Payable
Deferred Income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and Royalty Fees
Cost of Sales
14,693,786
Franchise Costs
1,499,477
Sales and Marketing Expenses
1,505,431
General and Administrative Expenses
1,782,947
Retail Operating Expenses
1,750,000
Interest Income
Income Tax Expense
2,090,468
Total

$43,157,439
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Credit

877,832
946,528
602,694
220,938
894,429
180,808
7,626,602
3,343,850
22,944,017
5,492,531

27,210

$43,157,439

Figure 3-2: Rocky Mountain Chocolate Factory, Inc. Income Statement
Rocky Mountain Chocolate Factory, Inc.
Income Statement
For the Year Ended February 28, 2010
Sales
Franchise and Royalty Fees
Total Revenues
Cost of Sales
Gross Profit

22,944,017
5,492,531
28,436,548
14,910,622
$13,525,926

Operating Expenses
Selling Expenses
Sales and Marketing Expenses
Retail Operating Expenses
Administrative Expenses
General and Administrative Expenses
Franchise Costs
Depreciation and Amortization
Total Operating Expenses
Operating Income
Other Revenues and Gains
Interest Income

1,505,431
1,756,956
2,422,147
1,499,477
698,580
7,882,591
$5,643,335
27,210

Income Before Tax
Income Tax Expense
Net Income

5,670,545
2,090,468
$3,580,077
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Figure 3-3 Rocky Mountain Chocolate Factory, Inc. Balance Sheet
Rocky Mountain Chocolate Factory, Inc.
Balance Sheet
As of February 28, 2010
Assets
Current Assets
Cash and Cash Equivalents
Accounts Receivable
Notes Receivable, current
Inventories
Deferred Income Taxes
Other Current Assets
Total Current Assets
Noncurrent Assets
Property and Equipment, net
Notes Receivable, less current portion
Other Long-Term Assets
Goodwill, net
Intangible Assets, net
Total Noncurrent Assets
Total Assets

3,743,092
4,427,526
91,059
3,281,447
461,249
220,163
$12,224,536
5,186,709
263,650
88,050
1,046,944
110,025
$6,695,378
$18,919,914

Liabilities and Stockholders' Equity
Liabilities
Current Liabilities
Accounts Payable
877,832
Accrued Salaries and Wages
646,156
Other Accrued Expenses
946,528
Dividend Payable
602,694
Deferred Income
220,938
Total Current Liabilities
Deferred Income Taxes
Total Liabilities
Stockholders' Equity
Preferred Stock, $0.10 par value; 250,000
authorized; 0 shares issued and outstanding
Series A Junior Participating Stock, authorized
50,000 shares
Undesignated series, authorized 200,000 shares
Common Stock
180,808
Additional Paid-in Capital
7,626,602
Retained Earnings
6,923,927
Total Stockholders' Equity
Total Liabilities and Stockholders' Equity
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3,294,148
894,429
$4,188,577

$14,731,337
$18,919,914

CASE STUDY 4: Internal Control Suggestions
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CASE STUDY 4: Internal Control Suggestions
Dear Kayla:
Thank you for you hiring Accounting Consulting Group, LLC. After considerable
analysis and evaluation of your operations, we have identified areas for improvement
concerning the implementation of internal controls. Additionally, we provide
recommendations for these specific areas in order to reduce or eliminate the possibility of
human error or fraud. Please refer to Figure 4-1.

Sincerely,

Jordan Pendergraft
Jordan Pendergraft
Accounting Consulting Group, LLC
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Figure 4-1: Internal Control Suggestions
Fraud Scheme

Recommended Internal Control
Technology Update: An online
Lack of a time clock enables employees
program/software should be implemented to
to lie about the time they have worked.
record hours worked (suggestion:
Paycom.com).
An employee accepts a check for
Physical Audit: A physical count of inventory
merchandise and completely bypasses
should be done periodically to verify reported
the electronic system.
sales and inventory records.
Separation of Duties: There should be only one
employee authorized to make returns during the
shift.
An employee has the opportunity to
Approval Authority: A manager must approve
report fictitious sales and returns, since
returns or other unusual transactions.
employees have authority to enter any
Physical Audits: A physical count of inventory
transaction.
and cash should be taken. Cash should be done
on a daily basis. Meanwhile, depending on the
size of the store, inventory counts can be done
less frequently—monthly or quarterly.
Physical Audit: There should be a physical
An employee has the opportunity to
count of cash at the end of an employee’s shift.
charge an incorrect amount, including
Cash sales and credit sales should equal the
discounted prices.
amount of cash and total reported for credit card
transactions, respectively.
Physical safeguards: Cameras, locks, and
sensors can be used to ensure that all
The lack of security measures makes it
merchandise taken outside of the store is paid
easy for employees to steal merchandise.
for. Additionally, this control enhances the
safety of employees and merchandise in case of
a robbery.
Technology update: Using a more advanced
The business is running on simple,
accounting system can more accurately pinpoint
outdated accounting software.
and track discrepancies. In light of expansion, a
more advanced system in necessary.
Separation of Duties: There should be more
than one person handling complaints and
customer service. A suggested pipeline is
Lucy handles minor customer
delegating complaints and customer service to
complaints. She could create a fictitious
an experienced employee. This employee will
complaint asking for a refund and then
forward the issue along with a solution to the
pocket the refund money.
manager who either approves or declines the
suggestion. Upon approval, the store owner will
send an email to the customer inquiring if the
customer service was handled correctly.
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Employees can disguise fraud by using
another employee's register access code.

Access Controls: Each employee’s code to the
register should be changed periodically to
ensure they are kept unique and secret.
Separation of Duties: Authorize only two
employees to create transactions during the
shift, and designate them to a specific register.
This places the responsibility of each register
reconciling on one employee.

Lucy has access to the accounting
system and thus the inventory system;
she can alter the inventory to cover up
discrepancies in sales and the electronic
inventory count.

Access Controls: Passwords should be
implemented to access different parts of the
accounting system. Not only does it keep
unauthorized users out of the system but makes
it easier to identify the source of error or
discrepancy.

Employees are authorized to enter all
types of transactions.
Lucy summarizes and records daily sales
in the accounting system and prepares
the bank deposits.

Approval Authority: Transactions of a large
dollar amount or transactions that require a
large amount of cash change being given back
to the customer should be required to have
manager approval before occurring.
Separation of Duties: The job of reporting and
depositing should be separated to lessen the
chance of fraud.
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CASE STUDY 5: Inventory Impairment
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CASE STUDY 5: Inventory Impairment
1. Costs included in Raw Materials Inventory include direct and indirect materials. The
costs associated with Work-in-Process Inventory comprise of direct materials, direct
labor, and factory overhead used by goods not yet completed during the
manufacturing process. Meanwhile, Finished Goods consists of the direct labor, direct
materials, and factory overhead expenses used in the production of completed goods.
The Direct Materials account consists of the purchases used in the production of the
goods. The Direct Labor account consists of Wages and Salaries Payable and accrued
employee compensation benefits. Meanwhile, expenses included in Factory Overhead
are depreciation, rent on buildings, taxes, etc.

2. Inventories are recorded net of estimated allowance for obsolete or unmarketable
inventory.

3.
a) The Allowance for Obsolete or Unmarketable Inventory would appear on the
Balance Sheet.
b) The gross amount of Inventory for 2011 is $243,870. The gross amount of
Inventory for 2012 is $224,254 (See Appendix 5-1).
c) The entirety of the Allowance for Obsolete or Unmarketable Inventory is
attributable to Finished Goods Inventory.
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4. Bad Debt Expense

13,348

Allowance for Obsolete or Unmarketable Inventory
Allowance for Obsolete or Unmarketable Inventory

13,348

11,628

Inventories

11,628

5.

6. The inventory turnover ratio for the year 2011 is 2.29 times. The inventory
turnover ratio for the year 2012 is 2.63. Refer to Appendix 5-2 for the calculations
used.
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7. The inventory holding period for the year 2011 is 160 days. The inventory
holding period for the year 2012 is 139 days. (See Appendix 5-3.) The company is
becoming more efficient in its inventory management, because it takes less days
to sell inventory in 2012 as compared to 2011.
8. The percentage of finished goods that the company estimated as obsolete in the
year 2012 is 7.37%. (See Appendix 5-4.) As an investor, I would like the
company to provide additional expenses, such as rent on office buildings and
manufacturing plants. In addition, I would like to be made aware of depreciation
costs for individual pieces of machinery and equipment, rather than be given the
net amount. Lastly, the company should provide a reason why finished goods
inventory is labeled as obsolete or unmarketable as a note to investors. This would
answer whether the company is incapable of producing what consumers demand
in a timely manner.
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Appendices- CASE STUDY 5: Inventory Impairment
Appendix B-1: Gross Inventory Calculation
Gross Inventory 2011:
$233,070 + $10,800 = $243,870
Gross Inventory 2012:
$211,734 + $12,520 = $224,254
Appendix B-2: Inventory Turnover Calculation
Inventory Turnover Ratio =

!"#$ !" !"#$!
!"#$!%# !"#$"%&'!$(, !"#

Inventory Turnover Ratio 2011:
Inventory Turnover Ratio =

!"!,!!"
(!"#,!"# ! !"",!"!)
!

Inventory Turnover Ratio = 2.29 times
Inventory Turnover Ratio 2012:
Inventory Turnover Ratio =

!"!,!"#
(!"",!"!!!"",!"#)
!

Inventory Turnover Ratio = 2.63 times
Appendix B-3: Inventory Holding Period Calculation
Inventory Holding Period =

!"#
!"#$"%&'( !"#$%&'# !"#$%

Inventory Holding Period 2011:
Inventory Holding Period =

!"#
!.!"

Inventory Holding Period = 159.39 days
Inventory Holding Period 2012:
Inventory Holding Period =

!"#
!.!"

Inventory Holding Period = 138.78 days
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Appendix B-4: Percentage of Obsolete Inventory Calculation
Percentage of Obsolete Inventory 2012:
Percentage of Obsolete Inventory =
Percentage of Obsolete Inventory =

!"#$%&%#' !"# !"#$%&'& !"#$"%&'(
!"#$% !"#"$!!" !""#$ !"#$"%&'(
!",!"#
!"#,!"! ! !",!"#

Percentage of Obsolete Inventory = 7.37%
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CASE STUDY 6: WorldCom, Inc. Capitalized Costs
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CASE STUDY 6: WorldCom, Inc.
A.
i. Assets are resources owned by a company that will provide an economic
benefit in the future for the firm. Meanwhile, an expense is a cost incurred
by a company in order to generate revenue. Expenses can include the costs
associated with producing goods or performing services.
ii. In order for a cost to be capitalized, it must add future value by either
expanding the useful life of an asset, by increasing the quantity of service
for manufactured goods produced, or by expanding the quality of the
goods produced. Meanwhile, ordinary repairs are expensed.
B. Following its initial capitalization, the cost of the expenditure is fully depreciated
until the estimated salvage value remains. Therefore, as the Accumulated
Depreciation account increases, the Plant, Property, and Equipment asset account
on the Balance Sheet decreases. In addition, annual depreciation is recorded as an
expense on the Income Statement, which reduces net income.
C. According to WorldCom's Statement of Operations, the company's line costs
consist primarily of access and transportation charges. Line costs are operating
expenses, which are incurred to generate revenue during a company's central and
ongoing operations. For the year ended 2001, WorldCom reported line costs of
$14,739,000,000. The journal entry to record this transaction is:
December 31, 2001 Line Cost Expense

14,739,000,000

Cash

14,739,000,000

To record the accrual of line costs.
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D. The costs that were improperly capitalized were the charges that were paid to
local telephone networks to complete calls. These line costs should have been
expensed; however, they were moved to the capital expenditures section of the
Balance Sheet, where they were amortized over a period of 10 years. This led to a
false (overstated) reported amount of net income. These line costs do not qualify
as assets, and therefore should have been expensed as costs incurred.
E. These improperly capitalized line costs appeared on the Balance Sheet under the
Plant, Property, and Equipment, specifically under Transmission Equipment and
Communications Equipment. The costs appeared under the Capital Expenditures
account on the Consolidated Statement of Cash Flows. The journal entry to record
the improperly recorded assets:

PPE (Asset)

3,055,000,000

Line Costs (Expense)

3,055,000,000

To record the capital asset investment.

F. The depreciation expense for the year is $83,306,818.19. (Refer to Appendix 6-1.)
The journal entry to record the depreciation expense is:

December 31, 2001 Depreciation Expense

83,306,818.19

Accumulated Depreciation
To record depreciation expense.
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83,306,818.19

G.

WorldCom, Inc.
Partial Consolidated Statement of Operations
For the Year Ended December 31, 2001

Income before taxes, as reported

2,393,000,000

Add: depreciation for the year

83,306,818.19

Deduct line costs that were improperly capitalized

(3,055,000,000)

Loss

(578,693,181.80)

Income Tax Benefit

202,542,613.60

MINORITY INTEREST

35,000,000

Net Loss

341,150,568.20

I assumed that the Income Tax Benefit is received in one year versus recognizing it over
multiple periods. In addition, I assumed that the minority interest was calculated
correctly, as I reused the same number reported in the financial statements. After
adjusting to record the expenses properly, the difference in net income is material and
substantial.
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Appendices- CASE STUDY 6: WorldCom, Inc.
Appendix C-1: Calculation of Quarterly Depreciation Expense
Quarter 1:

Quarter 2:

Quarter 3:

Quarter 4:

!!",!!!,!!!
!! !"#$%
!"#,!!!,!!!
!! !"#$%
!"#,!!!,!!!
!! !"#$%
!"#,!!!,!!!
!! !"#$%

×

!
!

×

!

×

!

×

!

!

!

!

= $35,045,454.55

= $20,795,454.55

= $16,886,363.64

= $10,579,545.45

Total Depreciation Expense: $83,306,818.19
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CASE STUDY 7: Targa Company
Targa Co. recently decided to discontinue the research and development of one of its
fitness equipment product lines, Armor Track. As a result, the company's restructuring
includes the non-voluntary termination of an estimated 120 to 125 employees. Targa will
also incur relocation and staff training costs as a result. As defined by the International
Accounting Standards No. 37, the term restructuring is "a program that is planned and
controlled by management, and materially changes the scope of a business undertaken by
an entity". Concerning the restructuring plan, the company has questions regarding how
to account for the employee termination benefits and how to record the retraining and
relocation costs. These are answered below.
1. An arrangement for one-time employee termination benefits exists at the date that the
plan meets all of the following criteria and has been communicated to the employees:
A. Management, having the authority to approve the action, commits to a
plan of termination.
B. The plan identifies the number of employees to be terminated, their job
classifications... their locations, and the expected completion date.
C. The plan establishes the terms of the benefit arrangement, including the
benefits that the employee will receive upon termination... if they are
involuntarily terminated.
D. Actions required to complete the plan indicate that is unlikely that
significant changes to the plan will be made or that the plan will be
withdrawn.
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For further information regarding the information above, refer to 420-10-25-4 in the
Codification. The one-time non-voluntary termination plan to reduce Targa's workforce
meets the following criteria and was communicated to the staff on December 27, 20X1
by the Inter-Office Memorandum (as seen in Appendix A). The company committed to
the termination plan by entering into irrevocable contracts with other relevant parties to
affect the restructuring plan. In compliance with Section B, Targa specified that
approximately 120 to 125 engineering, facility management, and operational
management employees of the Plant A Facility in Brooklyn Park, MN would be
terminated by January 31, 20X2. The restructuring arrangement also stipulates that
employees will be provided with a total of 12 weeks' pay, contingent on continued
service through the date that the facility will be closed. Lastly, it is unlikely that the plan
will be significantly changed or withdrawn.
Additionally, because employees are required to render services in order to
receive the compensation benefits, Targa will measure the liability on the communication
date, December 27, 20X1 based on the termination date's fair value and will recognize it
over the future service period (as indicated by 420-10-25-9). The company will recognize
the liability when it is probable that the employees will be entitled to benefits and the
amounts are reasonably estimated (712-10-25-2). In this case, Targa has provided
reasonable fair value estimates of termination ($3,050,000 in total). Therefore, Targa Co.
should record the liability for the year 20X1's financial statements.

2. According to 420-10-25-14, "other costs associated with an exit or disposal activity
include, but are not limited to, costs to consolidate or close facilities and relocate
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employees." The relocation and training costs associated with the restructuring plan will
be recognized as they are incurred (420-10-25-15). Therefore, they will be expensed in
the year 20X2.
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CASE STUDY 8: Merck & Co.
a.

The following questions consider Merck's common shares.
i. Merck is authorized to issue 5,400,000,000 common shares.
ii. At December 31, 2007, Merck has actually issued 2,983,508,675 common
shares.
iii. The par value of common stock is one cent per share, therefore the par
value will be $29,835,086.75. As seen on the Balance Sheet, at December 31,
2007, the dollar value of Merck's common shares is $29.8 million.
iv. At December 31, 2007, Merck holds 811,005,791 shares of Treasury
Stock.
v. At December 31, 2007, the number of common shares outstanding is
2,172,502,884 shares.
vi. Market Capitalization is equal to the number of shares outstanding
multiplied by the market value per share. Since the stock closed at $57.61 per
share, the market capital is approximately $125 billion ($125,157,891,147).

c.

Companies pay dividends on their common or ordinary shares to attract

investors. When a company pays dividends, it can make the stock more or less
valuable to investors. This is because investors expect different outcomes from
different stocks. For example, some investors expect to return consistent
dividends over the life of their holding. Others invest in particular stocks for the
possible capital gain yields and see dividend distributions as a decline for
potential growth, as the company is no longer using the retained earnings for
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potential growth opportunities. Therefore, the payment of dividends affects share
prices differently throughout the market.
d.

Companies purchase their own shares for many reasons. One reason could

be that the company wishes to inflate their own share price by decreasing the
supply of the stock and increasing the demand for it. In addition, companies may
choose to purchase their own stock to retain control of their company (for
example, to avoid corporate takeovers).
e.

The following entry summarizes Merck's common dividend activity.

Retained Earnings

3,310,700,000

Dividends Payable

3,400,000*

Cash

3,307,300,000

*rounding error
g.

The following questions consider Merck's shares of Treasury Stock.
i. Merck uses the cost method to account for its treasury stock transaction.
ii. Merck re-purchased 26.5 million shares in the open market during 2007.
iii. Merck paid $14,29,700,000 in total or approximately $53.95 per share on
average. This represents a financing activity.
iv. Merck does not disclose its treasury stock as an asset because it will not
receive dividends or voting rights from these shares. Because treasury
stock decreases overall stockholders' equity, it is classified as a contra
equity account.
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i.

The following table provides various account amounts and ratios.

Figure 8-1: Merck & Co. Relevant Figures

Dividends Paid
Shares Outstanding
Net Income
Total Assets
Operating Cash Flows
Year-End Stock Price
Dividends per Share
Dividend Yield
Dividend Payout
Dividends to Total Assets
Dividends to Operating CF

2007
$3,307.3 (in millions)
2,173 (in millions)
$3,275.4 (in millions)
$48,350.7 (in millions)
$6,999.2 (in millions)
$57.61
$1.52
2.638%
1.00973
0.0685
0.4730

2006
$3,322.6 (in millions)
2,168 (in millions)
$4,433.8 (in millions)
$44,569.8 (in millions)
$6,765.2 (in millions)
$41.94
$1.53
3.648%
0.7493
0.0745
0.4906

As you can see above, Merck Company's dividend yield decreases from 3.648% (in
2006) to 2.638% (in 2007). Dividend yield measures how much cash flow an investor is
receiving for each dollar invested in a stock. Meanwhile, Merck Company's dividend
payout ratio increased from 0.7493 (in 2006) to 1.00973 (in 2007). This measure
indicates how much money a company returns to its shareholders or how much it chooses
to retain to reinvest in growth opportunities. The dividend payout ratio increased in the
year 2007 because Merck chose to pay a dividend consistent with the previous year's
distribution, but its net income significantly declined. Because of this, the value of the
denominator of the ratio decreased, which increased the overall equation.
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CASE STUDY 9: Xilinx, Inc.
a. A stock option plan gives certain employees the option to purchase the company's
common stock at a given price over a specified period of time, given that the
employee has fulfilled the mandatory service period requirements. This equity
incentive plan is a long-term recruitment and retention program that is used by
Xilinx, Inc. to attract and retain the best talent, including employees, consultants,
and non-employee directors. This stock option plan incentivizes employees by:
basing compensation on employee and company performance and by providing an
immediate profit if the exercise price is less than the market price at the exercise
date. Because of this, employees are motivated to higher levels of performance in
order to increase earnings per share or the market price of common shares, which
are typical performance measures.
b. One difference between the use of RSUs and stock options is that a company is
not required to issue new shares when employees exercise the options; rather,
they have the option to pay a cash equivalent of the previously specified number
of shares. Employees typically receive fewer RSUs than stock options because
they have value independent of how the company performs. Because restrictedstock awards are usually one-half to one-third the size of stock options, less
dilution to existing stockholders occurs if the underlying stock price rises. Lastly,
RSUs are taxed as soon as they become vested and liquid; meanwhile, options are
not taxed until they are exercised by employees. A company might offer both
stock options and RSUs to employee because of the tax implications. For
example, stock options might be preferred by employees in management
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positions, as they have a higher salary and are subject to higher tax rates.
Additionally, a company might offer both programs depending on whether or not
they would like to increase the number of common shares outstanding.
c. The following briefly defines the terms used in Note 2 and Note 6.
The grant date is the date on which an employee receives a stock option. The
stock option is also measured using an acceptable option-pricing model at the
grant date.
The exercise price is the price that an employee, or holder of a stock option, is
entitled to buy the underlying common stock.
The vesting period is the period in which an employee accrues rights to the
stock incentive. In other words, the vesting period is the service period required
for an employee to work in order to exercise stock options.
The expiration date is the last day that the exercise of a stock option is valid. If
an employee has not exercised the stock option, it expires after this date.
Options/ RSUs granted are the options or restricted stock unites that are given
on the grant date.
The options exercised are the shares issued upon completion of the required
service period and the exercise of the options.
The options/ RSUs forfeited occur when the employee does not fulfill the service
requirements to vest the options, for example, by terminating service.
d. The company's Employee Stock Purchase Plan (ESPP) allows qualified
employees to purchase its common stock at a discounted price for a two-year
period at the end of each six-month exercise period. Xilinx, Inc. limits employees'
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participation in its ESPP to 15% of their annual salary up to a maximum of
$21,000 in a calendar year. Employees are able to purchase the common shares
for 85% of the lower of the fair market value at either the beginning of the twoyear offering period or at the end of each six-month exercise period. The ESPP
aligns the interests of the employees with the overall interests of the company and
its shareholders, because the employees who participate are residual claimants on
the company's profits. These incentives differ from those created under the
employee stock option and RSU plans because the ESPP allows employees to
become immediate shareholders of the company.
e. The fair value of the employee stock options is estimated at the grant date using
the Black-Scholes option pricing model, as indicated in Note 6. Xilinx, Inc. is
required to recognize the compensation expense over the periods in which the
employees are required to perform the service in order to redeem their stock
options. As specified in Note 2, Xilinx, Inc. uses the straight-line method to
allocate the compensation expense over the service period. Additionally, the
company issues new shares of common stock upon the exercise of employee stock
options, as Xilinx, Inc. retires all reacquired Treasury Stock. Lastly, the cash
flows resulting from excess tax benefits are classified under financing activities
on the Statement of Cash Flows. These excess tax benefits are realized benefits
from tax deductions for exercised options in excess of the deferred tax asset
attributable for said options. Meanwhile, Xilinx, Inc. estimates the fair value of its
RSUs based on the market price of common shares at the grant date minus the
present value of dividends expected to be paid prior to vesting.
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Lastly, the company's employee stuck purchase plan, ESPP, is
compensatory; therefore, it is included in the computation of the stock-based
compensation expense. As mentioned previously, the purchase price of the
common shares is 85% of the lower of the fair market value at the beginning of
the two-year period or at the end of the six-month exercise period.
f. The following considers Xilinx's 2013 Statement of Income, Statement of Cash
Flows, and various notes that disclose information about stock-based
compensation.
i. The total expense (before income taxes) that Xilinx reports for stockbased compensation in 2013 is $77,862.
ii. This expense is included under General and Administrative, Cost of
Revenues, and Research and Development.
iii. The expense increases the net cash provided by operating activities. As
a result, in 2013, the stock-based compensation expense is added back to
operating section of Statement of Cash Flows.
iv. Excess tax benefits are from tax deductions for exercised stock options
in excess of the deferred tax asset attributable to such options. In other
words, the company has a prepaid tax benefit, which is an asset. The tax
expense will be recognized at the date when the employee exercises its
options. However, because taxes have already been paid, in accordance
with U.S. tax laws, the expense will be deducted from the Deferred Tax
Asset account. As a result, the prepaid account will decrease.
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v.

Journal Entries:
Cost of Goods Sold
Research & Development Expense
Selling, General & Administrative Expense
APIC
Deferred Tax Asset
Income Tax Payable
WIP Inventory
APIC- S/O

6,356
37,937
33,569
77,862
22,137
22,137
275
275

i. This refers to the Wall Street Journal article titled "Last Gasp for Stock Options".
i. This article discusses how the use of stock options as a form of long-term
employee compensation has declined in recent years, and is being replaced by the
use of restricted stock units. In recent years, companies have found RSUs to be
more attractive in response to shareholder demands, tax-law changes, and
following the financial crisis, which left executives with worthless options. In
addition, RSUs have independent value, which allow companies to dispense fewer
RSUs as compared to options. As a result, RSUs lessens the dilution of
shareholder holdings. I believe that most employees would prefer RSUs as
compensation, because they are valuable independent of the company's
underlying stock price. However, I believe that most executives would prefer
stock options, because they provide an opportunity to generate a substantial
amount of money. In addition, executives already have a substantial salary, so
they might prefer the greater control concerning taxes when exercising stock
options.
ii. The total pre-tax intrinsic value of options exercised in 2013 and 2012 was
$38.9 million and $35.6 million. Meanwhile, the fair value of RSUs vested during
2013 was $48.0 million. This is consistent with the article in that RSUs are
becoming more popular stock-based compensation measures than stock options.
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CASE STUDY 10: BIER HAUS REVENUE RECOGNITION
Part One
2. The following applies the five-step revenue model to the transaction.
Step One: Identify the contract(s) with the customer(s). The contract is the customer
ordering a beer from the bartender in exchange for money.
Step Two: Identify the performance obligations in the contract. The performance
obligation is the bartender giving the beer to the customer.
Step Three: Determine the transaction price. The transaction price is $5.
Step Four: Allocate the transaction price to the performance obligations in the contract.
The $5 transaction price is allocated when the beer is given to the customer.
Step Five: Recognize revenue when an entity satisfies the performance obligation. The
revenue is recognized instantaneously, as soon as the beer enters the customer's hand.
3. Journal Entry:
Cash
Sales Revenue
To record sales revenue

5
5

Part Two
2. The following applies the five-step revenue model to the transaction.
Step One: Identify the contract(s) with the customer(s). The contract is the customer
ordering a beer in a thermal container in exchange for money.
Step Two: Identify the performance obligations in the contract. The performance
obligation is giving the beer and the thermal beer mug.
Step Three: Determine the transaction price. The transaction price is $7.
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Step Four: Allocate the transaction price to the performance obligations in the contract.
The transaction price should be allocated to the performance obligation based on the
relative stand-alone selling price of the goods, in this case, a $5 beer and a $3 mug. (More
specifically, the $7 revenue would be allocated 5/8 to the beer and 3/8 to the mug.)
Step Five: Recognize revenue when an entity satisfies the performance obligation. The
revenue is recognized when the bartender hands the beer in an Ole Miss thermal beer
mug to the customer.
3. Journal Entry:
Cash

7
Sales Revenue- Beer
Sales Revenue- Mug
To record sales revenue
*rounding error

4.38
2.62*

Part Three
2. The following applies the five-step revenue model to the transaction.
Step One: Identify the contract(s) with the customer(s). The contract is the customer
ordering a beer and a pretzel. However, because the pretzels are sold out, the customer
accepts a new contract for a beer and a coupon for two pretzels in exchange for money.
Step Two: Identify the performance obligations in the contract. The performance
obligation consists of the bartender giving the customer the beer and the two pretzels,
which will be given in a later transaction in exchange for the coupon.
Step Three: Determine the transaction price. The transaction price is $7.
Step Four: Allocate the transaction price to the performance obligations in the contract.
The transaction price is allocated based on the relative stand-alone selling price of the
goods, specifically the $5 beer and the value of the stand-alone value of the coupon,
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$3.50. (In this case, the $7 revenue will be allocated 3.5/8.5 to the beer sales revenue and
3.5/8.5 to the unearned pretzel revenues.)
Step Five: Recognize revenue when an entity satisfies the performance obligation. In this
case, the revenue for the beer is recognized immediately, because the customer is handed
the mug of beer at this date. However, Bier Haus also records the liability of the unearned
pretzel revenue, because it received money from the customer in exchange for the
coupon, which promises to give the pretzels at a later date. The pretzel revenue will be
recorded when the customer exchanges the coupon for the two pretzels.
3. Journal Entry:
Cash

7

Sales Revenue- Beer
Unearned Sales Revenue- Pretzels
To record sales and deferred revenue

4.12
2.88

Part Four
2. The following applies the five-step revenue model to the transaction.
Step One: Identify the contract(s) with the customer(s). The contract is the customer
receiving two pretzels in exchange for an already purchased pretzel coupon. This is the
continuation of the contract specified in Part Three.
Step Two: Identify the performance obligations in the contract. The performance
obligation is the customer receiving the two pretzels. In this case, it is the fulfillment of
the performance obligation in Part Three.
Step Three: Determine the transaction price. The transaction price is $3.50.
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Step Four: Allocate the transaction price to the performance obligations in the contract.
The transaction price was already allocated in Part Three. (The coupon is sold for $3.50,
so this is the amount of recognized revenue.)
Step Five: Recognize revenue when an entity satisfies the performance obligation. The
revenue is recognized when the customer receives the two pretzels.
3. Journal Entry:
Unearned Sales Revenue- Pretzels
Sales Revenue- Pretzels
To recognize revenue.

3.11
3.11
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CASE STUDY 11: Zagg, Inc.
a. Book income is also commonly known as pretax financial income, which is a
financial reporting term referring to income before taxes (Kieso 1054). Zagg's
book income is $23,898,000 for the 2012 fiscal year. Meanwhile, taxable income
is a tax accounting term, which "indicates the amount used to compute income
taxes payable" (Kieso 1054). The two are determined according to two different
sets of principles: the former to GAAP and the latter to the IRS Code. In other
words, companies use the accrual method to report revenues for financial
reporting and a modified cash basis for tax purposes (Kieso 1055).
b. The following defines various terms.
i. A permanent tax difference results from "items that: 1) enter into pretax
financial income but never into taxable income, or 2) enter into taxable income
but never into pretax financial income" (Kieso 1066). As seen in the sixteenth
edition of Intermediate Accounting, an example of a permanent tax difference is
the payment of a life insurance premium to key officers (Kieso 1066).
ii. A taxable temporary difference is a temporary difference between the tax basis
of an asset or liability and its reported carrying value in the financial statements
(Kieso 1056). A taxable amount increases the taxable income in future years;
meanwhile, a deductible amount decreases taxable income in future years (Kieso
1055). Because of this, a taxable temporary difference will result in recording
deferred tax liabilities. An example of a temporary tax difference is accounting
for sales on the accrual basis for external financial reporting purposes and on the
installment basis for tax purposes (Kieso 1065).
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iii. The statutory tax rate is the tax rate imposed by government.
iv. The effective tax rate is computed by dividing the total income tax expense of
the period by the pre-tax income (Kieso 1067).
c. Companies report deferred income taxes as a component of their total income tax
expense because GAAP and IRS tax regulations differ, which results in a
difference between the amount reported as tax expense and the amount of
taxes payable to the IRS. By including the deferred income taxes,
shareholders of a company have a more accurate understanding of the
happenings within a company and can track the changes in the deferred tax
liability account throughout the financial period.
d. A deferred tax asset represents "the increase in taxes refundable in future years
as a result of deductible temporary differences existing at the end of the
current year" (Kieso 1060). A deferred tax asset arises from losses, such as
litigation accruals, that result in deductible amounts in future years (Kieso 1065).
A deferred tax liability represents "the increase in taxes payable in future years as
a result of taxable temporary differences existing at the end of the current year
(Kieso 1056). An example of a situation that results in deferred tax liabilities is
using the percentage-of-completion method to account for contracts for financial
reporting and deferring a portion of the related gross profit for tax purposes
(Kieso 1065).
e. A company uses a deferred income tax valuation allowance to reduce a deferred
tax asset if "it is more likely than not that it will not realize some portion or
all of the deferred tax asset" (Kieso 1063). This contra account is evaluated at
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the end of every period.
f. The following considers information disclosed in Note 8.
i. Journal Entry (in thousands):
Income Tax Expense
9,393
Net Deferred Tax Asset
8,293
Income Tax Payable
17,686
To record deferred tax asset.
ii. Journal Entry (in thousands):
Income Tax Expense
9,393
Deferred Tax Asset
8,002
Deferred Tax Liability
291
Income Tax Payable
17,686
To allocate the tax liability and asset.
iii. Effective Tax Rate = Tax Expense/ Pre-Tax Income = 39.3%
Because the effective tax rate exceed the federal statutory tax rate, the
difference is reported under a deferred tax account.
iv. The $13,508,000 balance appears on Zagg's Balance Sheet in the Current Assets
section, specifically under the Deferred Income Tax Assets account (for
$6,912,000), and in the Non-Current Assets section, specifically under the
Deferred Income Tax Assets account (for $6,596,000).
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CASE STUDY 12: Build-A-Bear Leasing Assets
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CASE STUDY 12: Build-A-Bear
a. Companies may choose to lease assets rather than buy them because a company
may prefer to have predicable, manageable smaller payments rather than a large
up-front sum. Leasing also protects against obsolesce and in many cases passes
the risk of residual value to the lessor. In addition, lease agreements offer
flexibility to companies, especially with regard to the duration of the lease or the
payment amounts throughout the life of the lease. Lastly, leasing offers
companies tax advantages and the ability to use off-balance-sheet financing
(Kieso 1198).
b. A capital lease is a non-cancellable lease which meets one or more of the
following four criteria: 1) the lease transfers ownership of the property to the
lessee; 2) the lease contains a bargain-purchase option; 3) the lease term is equal
to 75 percent or more of the estimated economic life of the leased property; 4) the
present value of the minimum lease payments (excluding executory costs) equals
or exceeds 90 percent of the fair value of the leased property (Kieso 1201).
Meanwhile, an operating lease does not meet any of the four aforementioned
criteria. An operating lease can otherwise be described as a contract which
allows a company the use of an asset, but not the right to ownership of said asset.
In other words, the leased asset is not included on the balance sheet of the
company's Balance Sheet ("Operating Lease"). A direct-financing lease is a
financing arrangement in which the lessor intends to generate revenues from
leasing payments of assets from customers ("Direct Financing Lease"). Lastly, a
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sales-type lease is a type of capital lease where the present value of the minimum
lease payments exceeds the carrying value of the leased asset (Obaidullah).
c. Accountants distinguish between types of leases to distinguish the business type
of the company; for example, a manufacturer may use a different type of lease
than a retailer. In addition, companies identify various types of leases to clarify
the accounting treatment of the different leasing arrangements. Lastly, by
differentiating between the different types of leases, accountants provide reliable
financial statements, which help users further understand the company in
question.
d. The following considers a hypothetical lease for a Build-a-Bear Workshop retail
location.
i.

Under current U.S. GAAP, this lease is considered an operating lease.
This is because the lease does not transfer ownership to the lessee,
there is not a bargain purchase option, the lease term is not equal to 75
percent or more of the estimated economic life of the leased asset, and
the present value of the minimum lease payment does not equal or
exceed the 90 percent of the fair value of the leased property.

ii.

iii.

Journal Entry:
Rent Expense
100,000
Cash
To record payment of the lease.

100,000

Journal Entry Year 1:
Rent Expense
100,000
Deferred Rent Expense
To record payment of the lease.
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100,000

Journal Entries Years 2-5:
Rent Expense
100,000
Deferred Rent
25,000
Cash
To record payment of the lease.

125,000

e. The following considers Build-a-Bear Workshop's operating lease payments.
i.

The amount of rent expense on operating leases for 2009 was $45.9
million.

ii.

This expense was recorded under Selling, General, and Administrative
Expenses on the Income Statement.

f.
i.

The following table calculates the present value of the future
minimum lease payments at January 2, 2010 (assuming an implicit
interest rate of 7%).

Figure 12-1: Build-A-Bear Lease Payment Calculation
Year
2010
2011
2012
2013
2014
2015
2016
2017

ii.

Future Lease Payment
50,651
47,107
42,345
35,469
31,319
25,229
25,229
25,229

PV Factor
0.9346
0.8734
0.8163
0.7629
0.7130
0.6663
0.6227
0.5820

PV of PMT
$ 47,338.00
$ 41,145.08
$ 34,566.13
$ 27,059.13
$ 22,330.01
$ 16,811.15
$ 15,711.35
$ 14,683.51
$219,644.37

Journal Entry:
Plant, Property, and Equipment
Lease Obligation
To record the leased equipment.
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219,644.37
219,644.37

v. Journal Entries:
Lease Obligation
35,276
Interest Expense
15,375
Cash
To record the interest expense.
Depreciation Expense 27,456
Accumulated Depreciation
To record depreciation expense.

50,651

27,456

g. Under current U.S. GAAP, an incentive for Build-a-Bear Workshop, Inc. to
structure its leases as operating leases is that the company does not have to report
the assets' depreciation. In addition, since under an operating lease, the lessee is
not granted ownership rights of the leased asset, the liabilities associated with the
leased asset are not recorded on the lessee's Balance Sheet.
h. As seen in the table below, capital leases will not always yield weaker liquidity or
solvency ratios. The current ratio measures a company's ability to pay off its
obligations, or in other words, a company's liquidity. In this case, the capital lease
has a higher current ratio than the operating lease, which indicates that the
company is more solvent.
Figure 12-2: Build-A-Bear Ratios
Operating Lease

Capital Lease

Current Ratio

1.66

1.83

Debt-to-Equity Ratio

0.73

1.84

Long-Term Debt-to-Assets

0.13

0.47

Ratio
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